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INTRODUCTION 

The  Subcommittee  on  Savings,  Pensions,  and  Investment  Policy  of 
the  Senate  Committee  on  Finance  has  scheduled  a  hearing  on  May  4, 
1981,  on  10  bills  relating  to  the  tax  treatment  of  certain  income  from 
savings  and  investment. 

This  pamphlet,  prepared  in  connection  with  the  hearing,  contains 
four  parts.  The  first  part  is  a  summary  of  the  ten  bills  scheduled 
for  the  hearing.  The  second  part  describes  the  present  law  treatment 
of  capital  gains  and  three  bills  (S.  75,  S.  145,  and  S.  457)  which  would 
reduce  the  tax  on  capital  gains.  The  third  part  describes  S.  936,  which 
would  provide  for  the  separate  computation  of  tax  on  savings  and 
investment  income.  The  fourth  part  describes  the  present  law  treat- 
ment of  dividend  and  interest  income  and  six  bills  (S.  141,  S.  142, 
S.  155,  S.  330,  S.  492,  and  S.  819)  that  would  reduce  taxes  on  dividend 
or  interest  income. 
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I.  SUMMARY  OF  BILLS 

Taxation  of  capital  gains 

Present  law  allows  a  noncorporate  taxpayer  to  deduct  from  gross 
income  60  percent  of  any  net  capital  gain.  Corporate  net  capital  gains 
generally  are  subject  to  an  alternative  capital  gains  tax  rate  of  28 
percent.  Present  law  generally  does  not  provide  for  tax-deferred  in- 
vestment accounts. 

S.  75  (Senators  Wallop,  Moynihan,  Cranston,  and  others)  would  in- 
crease the  capital  gains  deduction  for  individuals  from  60  percent  to 
75  percent  and  would  reduce  the  maximum  rate  of  the  alternative  mini- 
mum tax  from  25  percent  to  17.5  percent.  The  bill  also  would  reduce 
the  capital  gains  rate  for  corporations  from  28  percent  to  17.5  percent. 

S.  145  (Senator  Moynihan)  would  increase  the  capital  gains  de- 
duction for  individuals  from  60  percent  to  70  percent  and  would  re- 
duce the  maximum  rate  of  the  alternative  minimum  tax  from  25  per- 
cent to  20  percent.  The  maximum  noncorporate  income  tax  rate  would 
be  reduced  from  70  percent  to  67  percent.  The  bill  also  would  reduce 
the  capital  gains  rate  for  corporations  from  28  percent  to  20  percent. 

S.  457  (Senator  Cranston)  would  provide  for  tax-deferred  invest- 
ment accounts.  Capital  gains  realized  in  the  account  would  not  be  sub- 
ject to  tax  until  distributed. 

Separate  taxation  of  investment  income 

S.  936  (Senators  Roth,  Bentsen,  and  Kasten)  would  provide  for  the 
separate  computation  of  tax  on  personal  service  income  and  other 
income  and  would  reduce  the  maximum  tax  rate  on  income  from  any 
source  to  50  percent. 

Taxation  of  dividends  and  interest 

Exclusion  for  interest  and  dividends 

Present  law  (for  1981  and  1982)  allows  individuals  to  exclude 
from  gross  income  up  to  $200  ($400  on  a  joint  return)  of  combined 
dividend  and  interest  income. 

S.  155  (Senator  Schmitt)  would  provide  for  a  dividend  and  in- 
terest exclusion  of  $200  ($400  on  a  joint  return)  plus  25  percent  of 
dividends  and  interest  (up  to  $50,000)  in  excess  of  that  amount.  The 
percentage  exclusion  would  be  phased  in  at  a  rate  of  5  percent  per 
year,  beginning  in  1982  (fully  phased  in  by  1986). 

S.  819  (Senators  Nunn  and  Huddleston)  would  provide  a  dividend 
'and  interest  exclusion  equal  to  the  greater  of  $200  ($400  on  a  joint 
return)  or  30  percent  of  dividends  and  interest  income.  The  per- 
centage exclusion  would  be  phased  in  at  a  rate  of  10  percent  per 
year,  beginning  in  1982  (fully  phased  in  for  1984  and  subsequent 
years) . 

S.  142  (Senator  Bentsen)  would  increase  the  dividend  and  interest 
exclusion  to  $1,000  ($2,000  on  a  joint  return)  and  would  make  the 
exclusion  permanent. 
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S.  330  (Senators  Durenberger  and  Boren)  would,  when  fully  effec- 
tive in  1985,  provide  individuals  with  a  dividend  and  interest  exclusion 
of  $1,250  ($2,500  on  a  joint  return).  This  exclusion  would  be 
permanent. 

S.  492  (Senator  D'Amato)  would  increase  the  present  dividend 
and  interest  exclusion  to  $1,000  ($2,000  on  a  joint  return). 

Dividend  reinvestment  plans 

S.  141  (Senators  Bentsen  and  Baucus)  would  allow  shareholders 
to  exclude  up  to  $1,500  ($3,000  on  a  joint  return)  of  dividends  re- 
ceived in  original  issue  stock  under  a  dividend  reinvestment  plan. 


II.  TAXATION  OF  CAPITAL  GAINS 

A.  Description  of  S.  75  (Senators  Wallop,  Moynihan,  Cranston, 
and  others)  and  S.  145  (Senator  Moynihan) :  Capital  Gains  Tax 
Rates 

Present  Law 

Noncorporate  taxpayers 

Noncorporate  taxpayers  may  deduct  from  gross  income  60  percent  of 
the  amount  of  any  net  capital  gain  (the  excess  of  net  long-term  capital 
gain  over  net  short-term  capital  loss)  for  the  taxable  year.  The  remain- 
ing 40  percent  of  the  net  capital  gain  is  included  in  gross  income  and 
taxed  at  the  otherwise  applicable  regular  income  tax  rates.  As  a  result, 
the  highest  tax  rate  ai)plicable  to  a  taxpayer's  entire  net  capital  gain  is 
28  percent,  i.e.,  70  percent  (the  highest  individual  tax  rate)  times  the  40 
percent  of  the  entire  net  capital  gain  includible  in  gross  income. 

Under  present  law,  an  alternative  minimum  tax  is  payable  by  non- 
corporate taxpayers  to  the  extent  that  it  exceeds  their  regular  income 
tax,  including  the  "add-on"  minimum  tax.  The  alternative  minimum 
tax  is  based  on  the  sum  of  the  taxpayer's  gross  income,  reduced  by  cer- 
tain allowed  deductions,  and  increased  by  two  tax  preference  items: 
(1)  "excess"  itemized  deductions  and  (2)  the  section  1202  capital  gains 
deduction.  The  alternative  minimum  tax  rate  is  10  percent  for  amounts 
from  $20,000  to  $60,000;  20  percent  for  amounts  from  $60,000  to 
$100,000 ;  and  25  percent  for  amounts  over  $100,000. 

Corporations 

An  alternative  tax  rate  of  28  percent  applies  to  a  corporation's  net 
capital  gain  (the  excess  of  net  long-term  capital  gain  over  net  short- 
term  capital  loss)  if  the  tax  computed  using  that  rate  is  lower  than  the 
corporation's  regular  tax.  (The  highest  regular  corporate  tax  rate  is  46 
percent  for  taxable  income  over  $100,000.)  Present  law  also  makes 
18/46th  of  a  corporation's  net  capital  gain  an  item  of  tax  preference, 
subject  to  the  "add-on"  minimum  tax.  The  capital  gains  deduction 
does  not  apply  to  corporations. 

Description  of  the  Bills 

1.  S.  75    (Senators  Wallop,  Moynihan,   Cranston,  and   others) 

Explanation  of  provisions 

Noncorporate  taxpayers 

The  bill  would  provide  that  a  noncorporate  taxpayer  may  deduct 
from  gross  income  75  percent  of  the  amount  of  any  net  capital  gain 
for  the  taxable  year.  The  remaining  25  percent  of  the  net  capital  gain 
would  be  includible  in  gross  income  and  subject  to  tax  at  the  other- 
wise applicable  rates.  As  a  result,  the  highest  tax  rate  applicable  to 
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a  noncorporate  taxpayer's  entire  net  capital  g:ain  would  be  17.5  per- 
cent, i.e.,  70  percent  (the  highest  individual  tax  rate)  times  the  25 
percent  of  the  entire  net  capital  gain  which  would  be  included  in 
gross  income. 

The  bill  would  reduce  the  maximum  rate  of  the  alternative  mini- 
mum tax  from  25  percent  to  17.5  percent. 

Corporations 

The  bill  also  would  reduce  the  corporate  alternative  tax  rate  from  28 
percent  to  17.5  percent. 

Effective  date 

The  provisions  of  S.  75  generally  would  apply  to  taxable  years  end- 
ing after  December  31, 1980. 

Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability 
and  fiscal  year  receipts  as  follows : 

[Millions  of  dollars] 
1981         1982         1983         1984         1985  1986 

Individual: 

Calendar 3,683  3,959 

Fiscal 3,  683 

Cor-porate: 

Calendar 557  612 

Fiscal 279  585 


Totals: 

Calendar 4,240       4,571 

Fiscal 279       4,268 


4,256 
3,959 

674 
643 

4,575 
4,256 

741 
708 

4,919 
4,575 

816 
779 

5,287 
4,919 

897 
857 

4,930 
4,602 

5,316 
4,964 

5,735 
5,354 

6,  184 
5,776 

Note:  These  estimates  are  of  the  direct  revenue  loss  and  do  not  attempt  to 
take  into  account  taxpayer  response  to  the  liberalized  tax  treatment  of  capital 
gains  under  the  proposal.  Allowing  for  this  response  would  reduce  the  estimated 
revenue  losses. 


2.  S.  145  (Senator  Moynihan) 

Explanation  of  provisions 

Noncorporate  taxpayers 

The  bill  would  provide  that  a  noncorporate  taxpayer  may  deduct 
from  gross  income  70  percent  of  the  amount  of  any  net  capital  gain 
for  the  taxable  year.  The  remaining  30  percent  of  the  net  capital  gain 
would  be  includible  in  gross  income  and  subject  to  tax  at  the  otherwise 
applicable  rates.  As  a  result,  the  highest  tax  rate  applicable  to  a  non- 
corporate taxpayer's  entire  net  capital  gain  would  be  20.1  percent,  i.e., 
67  percent  (the  highest  individual  tax  rate  under  the  bill)  times  the 
30  percent  of  the  entire  net  capital  gain  which  would  be  included  in 
gross  income. 

The  bill  would  reduce  the  maximum  rate  of  the  alternative  mini- 
mum tax  from  25  percent  to  20  percent. 

The  bill  also  would  reduce  the  maximum  noncorporate  income  tax 
rate  from  70  percent  to  67  percent. 

Corporations 

The  bill  would  reduce  the  corporate  alternative  tax  rate  from  28 
percent  to  20  percent. 

Effective  date 

The  provisions  of  S.  145  would  apply  to  taxable  years  beginning 
after  December  31, 1980. 

Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability  and 
fiscal  year  receipts  as  follows : 

[Millions  of  dollars] 


1981 

1982 

1983 

1984 

1985 

1986 

Individual: 

Calendar 

__     2, 752 

3,025 

3,335 

3,689 

4,096 

4,567 

Fiscal 

279 

2,822 

3,112 

3,  444 

3,826 

4,266 

Corporate : 

Calendar 

423 

466 

512 

563 

620 

681 

Fiscal 

212 

446 

490 

538 

592 

651 

Totals: 

Calendar 

._     3,  175 

3,491 

3,847 

4,252 

4,716 

5,248 

Fiscal 

491 

3,267 

3,602 

3,982 

4,418 

4,917 

Note:  These  estimates  are  of  the  direct  revenue  loss  and  do  not  attempt  to 
take  into  account  taxpayer  response  to  the  liberalized  tax  treatment  of  capital 
gains  under  the  proposal.  Allowing  for  this  response  would  reduce  the  estimated 
revenue  losses. 

Prior  Congressional  action 

H.R.  5829  (96th  Congress),  as  reported  by  the  Finance  Committee, 
contained  a  provision  similar  to  S.  145. 
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B.  Description  of  S.  457  (Senator  Cranston) 
Tax-Deferred  Investment  Accounts 

Present  law 

Present  law  generally  does  not  provide  for  the  creation  of  tax- 
deferred  investment  accounts. 

Explanation  of  the  bill 

The  bill  would  permit  an  individual  to  defer  from  income  tax  the 
gain  realized  from  the  sale  of  stocks  and  securities  which  have  been 
contributed  to  a  "tax-deferred  rollover  account."  A  tax-deferred  roll- 
over account  would  be  a  trust  created  or  organized  in  the  United 
States  for  the  exclusive  benefit  of  an  individual  (or  the  individual's 
beneficiaries),  governed  by  a  written  instrument  which  meets  spec- 
ified statutory  requirements.  Only  one  account  could  be  maintained 
by  a  taxpayer  at  any  time,  and  an  account  generally  could  not  be  trans- 
ferred or  pledged  as  security. 

The  trust  instrument  for  each  account  would  have  to  provide  that : 

(1)  Only  cash  or  stock  or  securities  of  a  domestic  corporation 
may  be  accepted,  and  only  when  contributed  by  the  individual ; 

(2)  The  trustee  is  to  be  a  bank  or  a  person  who  demonstrates 
to  the  Secretary's  satisfaction  that  the  trust's  administration  will 
be  consistent  with  the  bill's  requirements ; 

(3)  Investments  may  be  made  only  in  stock  or  securities  of 
domestic  corporations  or  held  in  interest-bearing  bank  deposits ; 

(4)  Trust  assets  may  not  be  commingled  with  other  property; 

(5)  The  individual's  interest  in  the  account's  balance  is  non- 
forfeitable, and  payable  within  10  days  of  demand  (or  pursuant 
to  special  testamentary  rules) ; 

(6)  The  trust's  taxable  year  is  the  same  as  the  individual's ;  and 

(7)  The  individual  may  elect,  annually,  for  the  account  to  be 
discretionary  (with  investments  determined  by  the  trustee),  or 
self -directed  (with  investments  determined  by  the  individual) . 

The  bill  would  require  the  account  trustee  to  establish  two  unsegre- 
gated  funds  on  its  books.  One  fund,  the  "capital  fund,"  would  consist 
of  (1)  cash  contributed  to  the  account,  (2)  an  amount  equal  to  the 
individual's  basis  for  contributed  property,  and  (3)  gain  realized  in 
nonrecognition  transactions.  The  second  fund,  the  "capital  gain  fund," 
would  consist  of  net  capital  gain. 

Payments  and  distributions  from  an  account  would  be  treated  as 
being  made  first  from  the  capital  gain  fund,  and  second  from  the 
capital  fund.  Generally,  payments  and  distributions  would  not  be 
treated  as  being  made  from  the  capital  fund  until  other  remaining  ac- 
count balances  have  been  distributed  or  paid.  Capital  gain  fund  distri- 
butions would  be  included  in  the  recipient's  gross  income  as  long-term 

(8) 


9 

capital  gain  for  the  taxable  year  of  receipt.  Ordinary  income  would 
be  taxable  to,  and  would  be  required  to  be  distributed  to,  the  taxpayer 
for  the  taxable  year  in  which  it  was  received  by  the  trust. 

Property  contributed  to,  or  distributed  from,  a  rollover  account 
would  have  a  carryover  basis.  For  purposes  of  rollover  account  compu- 
tations, a  distribution  of  property  would  be  treated  as  a  distribution 
of  an  amount  equal  to  the  basis  of  the  property  distributed. 

Under  the  bill,  an  individual  with  a  net  capital  loss  outside  of  the 
rollover  account  would  be  treated  as  having  been  distributed  out  of 
the  capital  gain  fund  the  lesser  of  the  net  capital  loss  or  the  amount 
in  the  capital  gain  fund.  The  amount  deemed  distributed  would  in- 
crease the  capital  fund.  Thus,  a  capital  loss  outside  of  an  account 
first  would  reduce  capital  gains,  if  any,  outside  of  an  account,  then 
would  reduce  potential  tax  liability  on  account  gains.  An  individual 
could  realize  a  loss,  however,  on  the  termination  of  an  account  if  the 
amounts  contributed  exceed  all  distributions. 

The  bill  would  require  the  trustee  to  comply  with  administrative 
rules  prescribed  by  the  Secretary. 

Effective  date 

The  provisions  of  the  bill  would  be  effective  with  respect  to  trusts 
created  or  organized  after  October  1, 1981. 

Revenue  effect 

A  revenue  estimate  for  this  bill  is  not  available  at  this  time. 


III.  SEPARATE  TREATMENT  OF  INVESTMENT  INCOME 

Description  of  S.  936  (Senators  Roth,  Bentsen,  and  Kasten) 

Present  Law 
In  general 

Under  present  law,  an  individual's  taxable  income  is  subject  to  tax 
under  one  of  four  separate  progressive  tax  rate  schedules;  the  par- 
ticular schedule  applicable  to  a  taxpayer  depends  upon  the  taxpayer's 
filing  status.  There  are  different  rate  schedules  for  married  couples 
filing  jointly  and  surviving  spouses,  married  couples  filing  separately, 
unmarried  heads  of  households,  and  other  unmarried  persons.  Taxable 
income  consists  of  gross  income  reduced  by  allowable  deductions. 

There  is  no  tax  on  taxable  income  within  the  initial  tax  bracket, 
referred  to  as  the  "zero  bracket  amount."  This  amount  also  serves  as 
a  floor  under  allowable  itemized  deductions,  so  that  itemizers  can 
deduct  only  expenses  in  excess  of  that  amount.^ 

Maximum  tax 

Above  the  zero  bracket  amounts,  the  tax  rates  range  from  14  per- 
cent to  70  percent. 

Although  the  tax  rates  range  up  to  70  percent  on  taxable  income  in 
excess  of  $215,400  for  joint  returns  and  $108,300  for  single  returns,  a 
maximum  tax  rate  of  50  percent  generally  applies  to  personal  service 
income  (for  example,  salaries  and  wages) .  The  maximum  tax  applies  to 
single  individuals  with  taxable  earned  income  above  $41,500  and  mar- 
ried counles  with  taxable  earned  income  above  $60,000,  since  these  are 
the  levels  at  which  present  tax  rates  rise  above  50  percent.  The  actual 
marginal  tax  rate  on  earned  income  may  be  greater  than  50  percent 
even  for  those  individuals  whose  tax  liabilitv  is  calculated  using  the 
maximum,  tax.  This  occurs  for  two  reasons.  First,  the  tax  liability  on 
unearned  income  is  calculated  by  "stacking"  it  after  earned  income,  so 
that  each  additional  dollar  of  earned  income  may  push  a  taxpayer's  un- 
earned income  into  higher  brackets.  Second,  because  itemized  deduc- 
tions are,  in  effect,  allocated  on  a  pro  rata  basis  between  earned 
income  and  other  income,  each  dollar  of  earned  income  causes  an  addi- 
tional amount  of  itemized  deductions  to  be  allocated  to  earned  in- 
come. As  a  result,  a  larger  portion  of  the  deductions  reduces  income 
which,  would  be  taxed  at  a  50-percent  rate  rather  than  at  the  higher 
rates  applicable  to  other  income. 

^  Prior  to  1977,  the  law  provided  a  standard  deduction,  which  taxpayers  could 
use  if  they  did  not  elect  to  itemize  their  deductions.  The  Tax  Reduction  and 
Simplification  Act  of  1977  replaced  the  standard  deduction  with  the  present  sys- 
tem, in  which  the  standard  deduction  is,  in  effect,  built  into  the  rate  schedule 
for  all  taxpayers  and  then  is  "taken  back"  from  itemizers  through  the  floor 
under  itemized  deductions, 
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Capital  gains 

Under  present  law,  individual  taxpayers  may  deduct  from  gross 
income  60  percent  of  the  amount  of  any  net  capital  gain  for  the  tax- 
able year.  The  remaining  40  percent  of  the  net  capital  gain  is  included 
in  gross  income  and  taxed  at  the  otherwise  applicable  regular  income 
tax  rates.  As  a  result,  the  highest  tax  rate  applicable  to  a  taxpayer's 
net  capital  gain  is  28  percent  (70  percent  top  tax  rate  on  the  40-percent 
includible  capital  gain). 

Minimum  tax 

Present  law  imposes  an  add-on  minimum  tax  on  items  of  tax  pref- 
erence other  than  the  capital  gains  deduction  and  adjusted  itemized 
deductions.  The  tax  applies  at  a  rate  of  15  percent  on  the  sum  of  an 
individual's  tax  preferences  in  excess  of  one-half  of  regular  income 
taxes  paid  or,  if  greater,  $10,000.  An  alternative  minimum  tax  is  im- 
posed on  individuals  to  the  extent  that  the  tax  on  alternative  minimum 
taxable  income  exceeds  their  regular  income  tax,  including  the  "add- 
on" minimum  tax. 

In  general,  alternative  minimum  taxable  income  is  based  on  the  sum 
of  the  taxpayer's  gross  income  reduced  by  allowed  deductions,  and 
increased  by  tax  preference  items  (i.e.,  adjusted  itemized  deductions 
and  the  capital  gains  deduction).  The  minimum  tax  rate  ranges  from 
10  percent  on  amounts  over  $20,000  to  25  percent  on  amounts  over 
$100,000. 

Description  of  the  Bill 

Explanation  of  provisions 

The  bill  would  provide  for  the  separate  computation  of  tax  on 
personal  service  income  and  other  income,  and  would  reduce  the  maxi- 
mum tax  rate  on  income  from  any  source  to  50  percent. 

Eligible  individual  taxpayers  would  separate  their  income  into 
two  classes :  personal  service  income  and  non-personal  service  income. 
The  tax  on  each  category  would  be  computed  using  rate  schedules  that 
would  be  revised  to  remove  the  zero  bracket  amount  provided  under 
present  law  and  to  limit  the  top  marginal  rate  to  50  percent.  A  stand- 
ard deduction  would  be  provided  to  offset  the  effect  of  eliminating 
the  zero  bracket  amount.  The  standard  deduction,  itemized  deduc- 
tions, adjustments  to  gross  income,  and  personal  exemptions  could 
be  allocated  to  either  category  of  income  in  whatever  manner  the 
taxpayer  elects.  Since  the  zero  bracket  amount  would  be  replaced  by 
a  standard  deduction,  there  would  not  be  a  reduction  in  the  amount 
of  itemized  deductions  to  reflect  the  zero  bracket  amount. 

The  bill  would  adopt  the  definition  of  personal  service  income  used 
for  purposes  of  the  maximum  tax  provision  of  present  law.  Thus, 
personal  service  income  generally  would  include  income  from  personal 
services  such  as  wages,  salaries,  professional  fees,  pensions  and  an- 
nuities arising  from  employment,  and  net  earnings  from  self -employ- 
ment. 

Separate  computation  would  not  be  available  to  individuals  who 
have  items  of  tax  preference  (other  than  capital  gains)  in  excess  of 
$10,000  ($R5,000  in  the  case  of  married  taxpayers  filing  separately) . 

The  following  example  illustrates  the  effect  of  the  proposed  change 
relative  to  present  law. 
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Assuming  that  a  married  couple  has  combined  income  from  employ- 
ment of  $31,900  and  does  not  itemize  deductions,  their  tax  would  be 
$6,201.  Under  present  law,  if  that  couple  earned  an  additional  $5,000 
of  either  personal  service  income  or  investment  income,  their  tax  lia- 
bility would  increase  by  $1,850.  Under  the  bill,  there  would  be  no 
difference  in  the  tax  liability  if  all  of  the  income  is  from  personal 
services.  However,  if  the  additional  $5,000  is  not  personal  service 
income,  then  the  taxpayers  would  make  a  separate  computation  of 
the  tax  on  each  category  of  income.  If  the  taxpayers  allocated  their 
standard  deduction  and  personal  exemption  to  the  personal  service 
income,  the  tax  on  that  income  would  be  $6,201,  as  under  present 
law.  The  tax  on  the  additional  $5,000  of  nonpersonal  service  income 
would  be  $774  (instead  of  $1,850,  as  under  present  law).  This  result 
reflects  the  fact  that  nonpersonal  service  income  would  not  be  stacked 
on  top  of  the  personal  service  income  but  instead  would  be  taxed 
separately  at  the  lower  rates  that  apply  to  reduced  amounts  of  income. 

Effective  date 

The  bill  would  be  effective  for  taxable  years  beginning  after  De- 
cember 31, 1980. 

Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability 
and  fiscal  year  receipts  as  follows : 


[Millions  of  dollars] 

1981         1982         1983 

1984         1985 

1986 

Calendar 

Fiscal 

15,899     18,697     22,116 

11,654     17,950     21,203 

26,  170     30,  812 
25,089     29,572 

36,  075 
34,  670 

IV.  TAXATION  OF  DIVIDENDS  AND  INTEREST 

A.  Description  of  S.  155  (Senator  Schmitt),  S.  819  (Senators  Nunn 
and  Huddleston),  S.  142  (Senator  Bentsen),  S.  330  (Senators 
Durenberger  and  Boren),  and  S.  492  (Senator  D'Amato) 

Increase  in  the  Exclusion  for  Dividends  and  Interest  Income 

Present  Law 

Under  present  law,  there  is  a  partial  exclusion  for  dividends  and 
interest  received  by  individuals  (Code  sec.  116).  Effective  for  taxable 
years  beginning  after  December  31,  1980,  and  before  January  1, 1983, 
individuals  may  exclude  from  gross  income  up  to  $200  ($400  on  a  joint 
return)  of  dividends  and  interest  income  received  from  domestic 
sources.  After  1982,  this  exclusion  is  to  revert  to  prior  law,  under  which 
the  exclusion  was  limited  to  $100  of  dividends  received  by  an  individ- 
ual ($200  on  a  joint  return,  if  each  spouse  had  at  least  $100  of  divi- 
dends). 

Description  of  Bills 

1.  S.  155  (Senator  Schmitt) 

Explanation  of  provisions 

When  fully  phased  in  (in  1986) ,  the  bill  would  provide  an  exclusion 
for  dividends  and  interest  of  up  to  $200  ($400  on  a  joint  return) 
plus  25  percent  of  dividends  and  interest  in  excess  of  that  amount. 
The  maximum  amount  of  interest  and  dividends  that  would  be  taken 
into  account  for  purposes  of  the  percentage  exclusion  would  be  $50,000. 
Thus,  the  maximum  exclusion  for  a  married  couple  would  be  $12,900 
{i.e.,  $400  plus  25  percent  of  $50,000)  and  the  maximum  exclusion  for  a 
single  person  would  be  $12,700  {i.e.,  $200  plus  25  percent  of  $50,000). 

The  percentage  exclusion  provided  by  the  bill  would  be  phased  in  at 
a  rate  of  5  percent  per  year  beginning  in  1982,  in  accordance  with  the 
following  schedule: 

Calendar  year:  Percentage 

1982 5 

1983 10 

1984 15 

1985 20 

1986  and  thereafter 25 

Effective  date 

The  provisions  of  the  bill  would  be  effective  for  taxable  years  be- 
ginning after  December  31, 1981. 

Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability 
and  fiscal  year  receipts  as  follows : 
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[Millions  of  dollars] 


1981 

1982 

1983 

1984 

1985 

1986 

Calendar 

Fiscal 

2,299 
517 

8,255 
4,259 

12,  341 
10,  406 

17,  535 
14,  289 

24,  087 
19,  991 

Note :  These  estimates  are  of  the  direct  revenue  loss  and  do  not  attempt  to 
take  into  account  taxpayer's  response  to  the  liberalized  tax  treatment  of  inter- 
est and  dividends  under  the  proposal. 

2.  S.  819  (Senators  Nunn  and  Huddleston) 
Explanation  of  provisions 

Under  the  bill,  wlien  fully  effective  in  1984,  the  exclusion  for  div- 
idends and  interest  income  would  be  the  greater  of:  (1)  $200  ($400 
on  a  joint  return)  or  (2)  30  percent  of  an  individual's  (individual  and 
spouse  on  a  joint  return)  aggregate  dividends  and  interest  income. 

The  percentage  exclusion  under  the  bill  would  be  phased  in  at  a  rate 
of  10  percent  per  year  beginning  in  1982,  in  accordance  with  the  fol- 
lowing table : 

Taxable  year  beginning  in:  Percentage 

1982 10 

1983 20 

1984  and  thereafter 30 

Effective  date 

The  provisions  of  the  bill  would  be  effective  for  taxable  years  begin- 
ning after  December  31, 1980. 

Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability  and 
fiscal  year  receipts  as  follows : 

[Millions  of  dollars] 


1981 

1982 

1983 

1984         1985 

1986 

Calendar 

Fiscal 

4,233 
952 

13,  950 
7,466 

22,  946     26,  419 
18,  370     24,  248 

30,  428 
27,  923 

Note :  These  estimates  are  of  the  direct  revenue  loss  and  do  not  attempt  to 
take  into  account  taxpayer's  resi>onse  to  the  liberalized  tax  treatment  of  inter- 
est and  dividends  under  the  proposal. 

3.  S.  142  (Senator  Bentsen) 

Explanation  of  provisions 

The  bill  would  increase  the  partial  exclusion  for  dividends  and  in- 
terest to  $1,000  ($2,000  on  a  joint  return).  In  addition,  the  exclusion 
would  be  made  permanent. 

Effective  date 

The  provisions  of  the  bill  would  apply  to  taxable  years  beginning 
after  December  31, 1980. 
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Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability 
and  fiscal  year  receipts  as  follows : 


[Millions  of  dollars] 

1981 

1982         1983 

1984 

1985 

1986 

Calendar 

Fiscal 

6,803 

1,020 

7,483     11,278 
7,  467       9,  183 

12,  405 
12,  545 

13,645 
12,  870 

15,  010 
14,  157 

Note :  These  estimates  are  of  the  direct  revenue  loss  and  do  not  attempt  to 
take  into  account  taxpayer's  response  to  the  liberalized  tax  treatment  of  inter- 
est and  dividends  under  the  proposal. 

4.  S.  330  (Senators  Durenberger  and  Boren) 
Explanation  of  provisions 

When  fully  phased  in,  in  1985,  the  bill  would  increase  the  exclusion 
for  dividends  and  interest  income  to  $1,250  ($2,500  on  a  joint  return). 
This  increased  exclusion  would  be  phased  in  over  a  five-year  period, 
as  follows:  In  1981,  the  exclusion  would  be  $250  ($500  on  a  joint 
return)  ;  in  1982,  the  exclusion  would  be  $500  ($1,000  on  a  joint 
return)  ;  in  1983,  the  exclusion  would  be  $750  ($1,500  on  a  joint 
return)  ;  in  1984,  the  exclusion  would  be  $1,000  ($2,000  on  a  joint 
return)  ;  and  in  1985,  the  exclusion  would  be  $1,250  ($2,500  on  a  joint 
return).  In  addition,  the  bill  would  make  the  exclusion  permanent. 

Effective  date 

The  provisions  of  the  bill  would  be  effective  for  taxable  years  begin- 
ning after  December  31, 1980. 

Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability  and 
fiscal  year  receipts  as  follows : 

[Millions  of  dollars] 


1981 

1982 

1983 

1984 

1985 

1986 

Calendar 

Fiscal 

597 

90 

3,429 
1,279 

9,248 
5,  432 

12,  405 
11,  125 

16,  052 
13,  773 

17,  658 
16,  654 

Note :  These  estimates  are  of  the  direct  revenue  loss  and  do  not  attempt  to 
take  into  account  taxpayer's  response  to  the  liberalized  tax  treatment  of  inter- 
est and  dividends  under  the  proposal. 

5.  S.  492  (Senator  D'Amato) 

Explanation  of  provision 

The  bill  would  increase  the  exclusion  for  dividends  and  interest  in- 
come to  $1,000  ($2,000  on  a  joint  return). 
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Effective  date 

The  bill  would  be  ejffective  upon  enactment. 

Revenue  effect 

It  is  estimated  that  this  bill  would  reduce  calendar  year  liability  and 
fiscal  year  receipts  as  follows : 

[Millions  of  dollars] 


1981 

1982 

1983 

1984         1985 

1986 

Calendar 

Fiscal 

7,483 
1,684 

11,  278 
9,183 

12,  405     13,  645 
12,  546     12,  870 

15,  010 
14,  157 

Note :  These  estimates  are  of  the  direct  revenue  loss  and  do  not  attempt  to 
take  into  accoxmt  taxpayer's  response  to  the  liberalized  tax  treatment  of  inter- 
est and  dividends  under  the  proposal.  The  estimates  assume  that  the  exclusion 
is  effective  on  January  1, 1982,  and  is  permanent. 


B.  Description  of  S.  141  (Senators  Bentsen  and  Baucus) 

Dividend  Reinvestment  Plans 

Present  Law 

Under  present  law  (sec.  305(a)),  a  pro  rata  stock  dividend  is  not 
taxable  to  a  shareholder  at  the  time  he  or  she  receives  it,  but  is  taxable 
only  when  the  taxpayer  sells  or  otherwise  disposes  of  the  shares  re- 
ceived as  a  dividend.  Any  gain  on  the  sale  is  treated  as  a  long-term 
capital  gain  if  the  underlying  shares  (on  which  the  dividend  was 
declared)  were  held  for  more  than  one  year. 

Stock  dividends  which  are  not  pro  rata,  including  stock  dividends 
received  pursuant  to  a  shareholder's  option  to  receive  either  stock  or 
cash,  are  taxable  at  fair  market  value  when  the  shares  are  initially 
received.  The  rationale  for  this  different  trea,tment  is  that  with  pro 
rata  stock  dividends  no  shareholder  has  gained  any  increased  interest 
in  the  corporation  since  all  shareholders  receive  a  proportionately 
equal  amount  of  additional  stock.  But  with  non-pro  rata  dividends 
those  receiving  the  stock  dividend  do  gain  an  additional  interest  in 
the  corporation  relative  to  those  not  receiving  stock.  Thus,  sharehold- 
ers receiving  the  stock  have  gained  some  value,  which  is  taxed  as  a 
dividend.  For  1981  and  1982,  an  individual  taxpayer  is  allowed  to 
exclude  from  gross  income  up  to  $200  ($400  in  the  case  of  a  joint 
return)  of  combined  dividends  from  domestic  corporations  and 
interest. 

Description  of  the  Bill 

Explanation  of  provisions 

Under  S.  141,  a  domestic  corporation  would  be  allowed  to  establish 
a  plan  under  which  shareholders  who  choose  to  receive  a  dividend  in 
the  form  of  common  stock  rather  than  cash  or  other  property  may 
elect  to  exclude  up  to  $1,500  per  year  ($3,000  in  the  case  of  a  joint 
return)  of  the  stock  dividends  from  income. 

To  qualify,  the  stock  would  have  to  be  newly  issued  common  stock, 
designated  by  the  corporation  to  qualify  for  this  purpose.  The  number 
of  shares  to  be  issued  would  have  to  be  determined  by  reference  to  a 
value  not  less  than  95  percent  of  the  stock's  value  during  the  period 
immediately  before  the  distribution  date.  Generally,  stock  would  not 
qualify  where  the  corporation  has  repurchased  any  of  its  stock  within 
one  year  before  or  after  the  distribution  date. 

Stock  received  as  a  qualified  dividend  would  have  a  zero  basis,  so 
that  when  the  stock  is  later  sold  the  full  amount  of  the  sales  proceeds 
would  be  taxable.  In  general,  proceeds  from  the  sale  of  such  stock 
would  be  taxed  as  capital  gains.  However,  where  the  stock  is  sold 
within  one  year  after  distribution,  any  gain  would  be  treated  as  ordi- 
nary income.  In  addition,  where  shares  of  stock  of  the  distributing 

(17) 


18 

corporation  are  sold  by  the  taxpayer  any  time  after  the  record  date 
for  the  dividend  and  before  a  date  one  year  after  the  dividend  dis- 
tribution date,  the  sale  would  be  treated  as  a  sale  of  the  qualified  divi- 
dend stock.  These  rules  are  designed  to  prevent  the  immediate  resale 
of  stock  without  the  recognition  of  ordinary  income  which  would  have 
resulted  in  the  case  of  a  taxable  dividend. 

Effective  date 

The  provisions  of  the  bill  would  be  effective  for  distributions  made 
after  December  31, 1981. 

Revenue  effect 

It  is  estimated  that  this  bUl  would  reduce  calendar  year  liability 
and  fiscal  year  receipts  as  follows: 


[Millions 

of  dollars] 

1982 

1983            1984 

1985 

1986 

Calendar 

Fiscal- -,^--.--- 

725 

272 

932       1,  133 
803       1, 007 

1,118 
1,127 

1,123 
1,120 

